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E D W A R D   B.   H A T C H E T T,   J R.
A U D I T O R   O F   P U B L I C   A C C O U N T S

July 31, 2000

Kevin Noland
Interim Commissioner
Department of Education
Capital Plaza Tower
500 Mero Street
Frankfort, Kentucky 40601

RE:  Memorandum of Agreement #00034626 – Report on Applying Agreed-Upon Procedures
for the Kentucky Department of Education (KDE)

Dear Commissioner Noland:

We performed the procedures enumerated below, which were agreed to by KDE, solely
to assist you in evaluating KDE’s internal controls governing receipt and disbursement activity
between KDE and the educational co-operatives (co-operatives).  This engagement was
performed in accordance with standards established by the American Institute of Certified Public
Accountants.  The sufficiency of these procedures is solely the responsibility of the specified
users of the report.

We therefore make no representation regarding the sufficiency of the procedures
described below either for the purpose for which this report has been requested, or for any other
purpose.

Procedures:

1) Obtain an understanding of controls governing the receipt of funds by KDE from co-
operatives.

A) Complete a walk-through of the receipt process and obtain documentation that supports
the process.
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Procedures (continued):

B) Document our understanding of the process used by KDE to receive money from the co-
operatives.

C) Conduct additional audit procedures for noted exceptions in receipt activity during
planning.

D) Select a sample of receipts (or select all receipts, depending on total volume of receipts)
and review the supporting documentation to ensure adherence to applicable processes.

E) Note and complete a written analysis of any control weakness or exception.

2) Obtain an understanding of controls governing the disbursement of funds from KDE to the
co-operatives.

A) Complete a walk-through of the disbursement process and obtain documentation that
supports the process.

B) Document our understanding of the process used by KDE to disburse money to the co-
operatives.

C) Conduct additional audit procedures for noted exceptions in disbursement activity during
planning.

D) Select a sample of disbursements (or select all disbursements, depending on total volume
of disbursements) and review the supporting documentation to ensure adherence to
applicable processes.

E) Note and complete a written analysis of any control weakness or exception.

The findings noted during the performance of these procedures are contained in the attached
audit report.

We were not engaged to, and did not, perform an audit, the objective of which would be
the expression of an opinion on compliance with certain provisions of laws and regulations,
noncompliance with which could have a direct and material effect on the determination of
financial statement amounts.  Accordingly, we do not express such an opinion.  Had we
performed additional procedures, other matters might have come to our attention that would have
been reported to you.

This report is intended solely for the use of KDE and its management, and should not be
used by those who have not agreed to the procedures and taken responsibility for the sufficiency
of the procedures for their purposes.  However, this report is a matter of public record and its
distribution is not limited.
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Independent Auditor’s Report

Certain KDE controls
over receipts are not
consistent with best
practices

Checks received by KDE should be restrictively endorsed
immediately upon receipt.  KDE does not restrictively
endorse checks received from the co-operatives or other
entities.  The presence of a restrictive endorsement would
reduce the likelihood that a check is misappropriated.

Additionally, the recording and custody functions of receipts
processing are not segregated.  Currently, only some
divisions within KDE prepare a transmittal listing of checks
received.  All divisions forward checks to the KDE Financial
and Materials Management Division.  KDE Financial and
Materials Management Division personnel are currently
responsible for recording a receipt in the Management
Administrative and Reporting System (MARS) and
forwarding the actual check to the Office of the State
Treasurer.  Segregation of these duties would also reduce the
likelihood that a check is misappropriated.

Recommendations We recommend that KDE implement the following
procedures to be consistent with best practices:

• Restrictively endorse all checks received at the point of
receipt.

• All KDE divisions should employ consistent receipt
procedures.  A transmittal listing should be prepared
within each division receiving a check.  The division
should then forward the transmittal listing to the KDE
Financial and Materials Management Division to record
the receipts in MARS.  The KDE Division of Budgets
should be assigned the responsibility of receiving checks
from the divisions and forward the checks to the Office
of the State Treasurer.

KDE does not adequately
monitor co-operative
disbursements

In November 1999, procedures were implemented by the
KDE Division of Budgets to monitor disbursements by co-
operatives for KDE programs.  While these procedures
address the previous absence of KDE oversight of the co-
operatives disbursement of KDE funds, the procedures are
not consistently followed, reducing their effectiveness.
During the examination of Badgett Regional Co-operative
disbursement monitoring, three disbursements totaling $543
were noted in which the advance approval called for in the
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monitoring procedures was not documented.  These
disbursements constituted 4.8% of the total $11,336
disbursed as of the May 22, 2000, date of testing.  In
examining KDE’s monitoring of the Kentucky Valley
Educational Co-operative disbursements, one disbursement
for $550 was noted which was not supported by an invoice.
This disbursement constituted 20% of the total $2,750
disbursed as of the date of testing.  Inconsistent application
of established procedures exposes KDE to the continued risk
of fraudulent activity.

The KDE Division of Budgets receives all program
administration reporting from the co-operatives.  Each level
of KDE management also has access to MARS financial
activity reports.  Currently, KDE is verbally instructing each
division director to begin using the MARS reports as part of
his/her program monitoring activities.  The KDE control
environment would be enhanced by instituting a formal
policy requiring each division director to monitor the
financial activity of programs for which the director is
responsible.  Previously, the establishment of a $300,000
grant to a co-operative without the knowledge of program
personnel contributed significantly to an act of
embezzlement within KDE.  Oversight of co-operative
administration of KDE programs by multiple departments
and management levels within KDE would create an internal
system of checks and balances, reducing the likelihood that
such an error or irregularity will go undetected.

In order to cover the costs of administering a program, co-
operatives receive administration fees from KDE.  Typically,
these administration fees range between 3% to 5% of the
grant amount.  For example, KDE paid the Elizabethtown
School District a fee of $3,900 in consideration for the
Elizabethtown School District writing one check.  Fixed
rates have also been used for administration fees.  For
example, the Ohio Valley Educational Co-operative (OVEC)
was paid $550 per employee to administer payroll for
personnel performing management services for KDE.  These
administration fees are negotiated at the discretion of
program personnel in each Master Agreement without the
benefit of a formal policy.  The existence of such a policy
would enhance the control environment by providing a
consistent rate of administration fees reducing the risk of
abuse.
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Additionally, the co-operatives do not share direct
accountability for adherence to the monitoring procedures.
Providing the co-operatives with clear responsibilities and
accountability for KDE program administration would
reduce the likelihood that an error or irregularity will go
undetected.  Requiring a co-operative to reimburse KDE for
expenditures made by the co-operative that do not adhere to
established procedures will encourage accountability.

Recommendations We recommend that KDE enforce policies that encourage
consistent adherence to monitoring procedures and
implement the following new procedures:

• Execute General Service Agreements with co-operatives
that include:

- Formal monitoring terms that require the co-
operative to (1) obtain advance approval from the
KDE Division of Budgets of proposed
expenditures; (2) examine sufficient supporting
documentation such as invoices, timesheets, and
training attendance documentation prior to
initiating a disbursement;  (3) obtain approval
from KDE Division of Budgets to disburse funds
based on supporting documentation; and, (4)
submit interim and final program administration
financial reports to both the respective Program
Director and the KDE Division of Budgets.  The
Program Director will thus actively manage
program expenditures, and the Division of
Budgets will provide oversight by periodically
comparing these reports to KDE program records.

- The use of Master Agreements should be required
whenever services are rendered.  The Master
Agreement should require the co-operative to
document through written notification and
approval of the Commissioner of Education and
the future KDE Internal Auditor whenever
deviation from agreement terms is proposed.
This will prevent the reoccurrence of establishing
grants solely through the use of a purchase order.
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• Add a term to the standard Master Agreement that
requires compliance with the General Service Agreement
and assigns financial responsibility to the co-operative
for disbursements that do not comply with agreement
terms.

• Develop a formal policy assigning the responsibility of
each division director to use available MARS financial
activity reports to monitor his/her program activities.

• Create a formal administration fee policy including limits
and guidelines for determining an appropriate fee rate.

KDE diminishes its control
over financial transactions
by observing improper
delegations of authority

As part of our testing we examined 16 Master Agreements
governing KDE disbursements made to co-operatives.  In 10
of the Master Agreements tested, Mary Ann Miller,
Kentucky Board of Education Policy Coordinator, signed on
behalf of the Commissioner of Education.  This authority to
approve Master Agreements on the Commissioner’s behalf
was delegated to Miller indirectly.  Disbursements from
Master Agreements authorized under this delegation of
authority continued as late as April 26, 2000.

In June 1995, Kevin Noland, then Interim Commissioner of
Education prior to the appointment of Wilmer Cody as
Commissioner of Education, delegated via the
Commonwealth’s Standard Comparative Signature Card
Form his authority to approve Master Agreements to Deputy
Commissioner Randy Kimbrough.  Though Commissioner
Cody began work at KDE in August 1995, Kimbrough
delegated via the form identified above Commissioner
Cody’s authority to approve Master Agreements to Miller in
July 1996.

While these acts of delegation apparently do not violate KDE
policy, they are inconsistent with best practices and pose an
ongoing risk that Master Agreements will be improperly
authorized.  The power to delegate one’s authority to another
is personal to the delegator.  It should not be exercised by
another.  In addition, delegations of authority should only be
effective until the delegator revokes the delegation or vacates
the position of authority. For example, all delegations of the
Commissioner’s authority granted by Noland, including the
delegation to Kimbrough in June 1995, should have expired
when   Noland   ceased   serving   as  Interim Commissioner.
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Former Commissioner Wilmer Cody should have signed at
his discretion subsequent delegations of his authority as
Commissioner.  This would maintain the integrity of the
authorization process, and ensure that individuals always
have knowledge of and control over those to whom their
authority is delegated.

Recommendations We recommend that KDE observe a formal policy that
prohibits attempts to delegate the authority of others, and
voids all delegations granted by an individual once the
person vacates the position of authority.

KDE should continue to
seek increased
qualifications for its
financial management
positions to effectively
monitor internal controls

The KDE organizational structure places the Office of
Budget and Financial Management under the supervision of
the KDE Deputy Commissioner of the Bureau of
Management Support Services.  This supervisory position
enabled the previous Deputy Commissioner to redirect KDE
funds solely on her authority.  The Deputy Commissioner
should not have the unilateral authority to initiate financial
transactions involving state funds.  The Office of Budget and
Financial Management is charged with following procedures
to assure only properly authorized transactions are initiated.

Current managerial personnel within the Office of Budget
and Financial Management have business educations and
backgrounds.  However, the minimum requirements for
candidates for these positions specify no formal accounting,
business education, or experience as a pre-requisite for
employment.  To soundly administer a $3 billion budget, best
business practices dictate that KDE assure the hiring of
highly qualified business and accounting professionals.

Recommendations We recommend the system of controls at KDE prohibit the
Deputy Commissioner of the Bureau of Management
Support Services or any other KDE managerial official from
initiating financial transactions at their sole direction or
authority.  A properly designed internal control system
segregates the functions of processing and authorizing
transactions and access to assets.

We recommend KDE ensure that key positions of the Office
of Budget and Financial Management are staffed with
personnel trained and experienced in accounting or a
business or finance related field.  Furthermore, a master’s
degree in a business related field or professional certification
are recommended qualifications.
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We issued two interim reports, dated February 28 and April 17, 2000, communicating
findings and recommendations arising from our special examination of the circumstances
surrounding a fraud at KDE and other matters involving the co-operatives.  Our special
examination contributed significantly to the efficient completion of this engagement, which
was completed in just over half of the hours originally estimated for completion.  In
addition to the Memorandum of Agreement governing the procedures discussed in the
preceding pages, we offer the following comments and recommendations as a follow-up to
our earlier interim reports.

Past-due occupational
license fees or taxes
calculated to be owed to
all eligible local
governments should be
paid

We reported in our February 28, 2000, interim special
examination report that KDE management employees paid
through contract with OVEC had failed to pay local
occupational license fees to the City of Frankfort and other
localities.  KDE had relied on a 1992 internal legal opinion
made without consulting city officials.  After receiving an
Attorney General’s Opinion on May 19, 2000, that sided
with the city, KDE has agreed to remit $298,520.77 to the
City of Frankfort for taxes due from 1991 through 1999.
KDE will seek payment from the individual employees
involved.

KDE has not agreed to pay any penalties or interest, which
we had estimated at over $97,000, citing undue hardship on
its current and former employees.  The attached letter from
the interim KDE Commissioner details the request by KDE
to the city to be exonerated from paying the interest and
penalty.  See Attachment.

In addition to the amount owed to the City of Frankfort, we
identified over $100,000 in local occupational taxes owed to
other communities.  KDE has agreed to pay the net amount
due to each of the communities involved but has again asked
that any penalty and interest be waived.

KDE should seek the
return of unexpended
grant balances

The interim report dated April 17, 2000, noted that KDE-
controlled funds granted to the co-operatives and local school
districts were being held past the expiration date specified in
the grant agreements.  The interim commissioner agreed to
comply with our recommendation that all such funds be
returned to KDE for lapsing to the general fund at the end of
the fiscal year.  We note that near the end of the 1999-2000
fiscal year, over $1,000,000 in unexpended KDE grant
money remains at the co-operatives and two local school
districts.  Examples of these grants are as follows:
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• The Kentucky Educational Development Corporation
(KEDC) holds approximately $633,000 in project
accounts previously controlled by former Associate
Commissioner Randy Kimbrough.

• The Kentucky Valley Educational Co-operative received
a grant of $102,000 on February 4, 2000, for a principal
academy.  The sole charge to this grant, initiated by KDE
in September 1999, is the co-operative’s administrative
fee of $5,000.  The grant period for expenditure of this
money expires June 30, 2000.

• The Ohio Valley Educational Co-operative continues to
hold $104,000 from a 1997 KDE grant.  As we reported
in our February 28, 2000, interim special examination
report, the $104,000 remains from a $169,612 grant
“parked” by KDE at OVEC so that KDE would not have
to lapse these funds to the Commonwealth’s general fund
as required by KRS 45.229.

• The Elizabethtown and Oldham County school districts
continue to hold KDE grant money totaling
approximately $170,000, which, according to the grant
agreements, was to be expended by June 30, 1999.

• As noted in the April 17, 2000, interim special
examination report, the Elizabethtown and OVEC grants,
as well as other grants, were used by KDE to make
payments to The National Faculty (TNF).  TNF is an
Atlanta-based non-profit organization that markets
professional development services.  KDE circumvented
the Commonwealth’s Model Procurement Code by
directing payments totaling $300,000 to TNF without
having a written contract for services.

The OVEC and school district grants cited above are
examples of grants from prior fiscal years that should already
have been returned to KDE and lapsed to the general fund, as
these funds may not be obligated past the expiration of their
grant periods.  Also, several co-operatives have substantial
balances in fiscal year 2000 training grants for which charges
are being made this summer.
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Several of the co-operatives we spoke with indicated that
they were aware that grant money unexpended by June 30,
2000 needed to be returned to KDE.  However, the co-
operatives had not received instructions from KDE to return
unexpended funds.

Recommendation We recommend that KDE require the co-operatives and
school districts holding money from expired grant periods to
return these unexpended balances to KDE.  Charges against
fiscal year 1999-2000 grants should only include expenses
obligated by June 30, 2000.

The timely hiring of an
internal auditor is
essential

We reaffirm our belief that KDE must establish an
independent, properly staffed internal audit function to assure
a strengthened control system.  The Kentucky Board of
Education (Board) voted on March 30, 2000, to establish the
internal audit position.  A KDE official represented to us that
interviews for this position are scheduled for July 2000, and
anticipates filling the position in August.

An internal auditor organizationally independent from KDE
is not only essential to the control environment at KDE but
also to the sound fiscal control between KDE and the co-
operatives.  The internal auditor provides an avenue for co-
operatives to report activity conducted outside of established
procedures, as previously stated on page five of this report.

Recommendation We recommend that KDE proceed with due diligence to
make its internal audit function operational.  Further, the
internal auditor should have direct communication with the
Board and attend and participate in Board meetings where
audit oversight is discussed.  Controls placed in effect by
KDE and those recommended by this office can be
objectively and routinely monitored when the independent
internal auditor is in place.

Very truly yours,

Edward B. Hatchett, Jr.
Auditor of Public Accounts

EBHJr:kct
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